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SUBJECT: Foreign Market Opportunities Expansion Credit

SUMVARY

Under the Personal Incone Tax Law (PITL) and the Bank and Corporation Tax Law
(BCTL), a qualified taxpayer, as defined, would be allowed a credit of 5% of the
net increase in revenue derived during the taxable/income year for the expansion
of foreign market opportunities, as defined.

EFFECTI VE DATE

The credit would apply to taxable or incone years beginning on or after
January 1, 1999.

SPECI FI C FI NDI NGS

Exi sting state and federal |aws allow a taxpayer to deduct expenses paid or
incurred in the ordinary course of a taxpayer’'s business to arrive at net or
taxabl e i ncome (BCTL and PITL, respectively). |In additional, depreciation of
capital assets used in a trade or business is deductible in arriving at net or
taxable income. California |law also allows a variety of credits against tax.

This bill would allow a credit to a qualified taxpayer in the anmount equal to 5%
of the net increase in revenue derived during the year by a qualified taxpayer
fromthe qualified taxpayer’s expansion of foreign market opportunities.

A “qualified taxpayer” would nmean a person or entity engaged in a trade or
busi ness with gross receipts of less than $50 mllion during the taxable year for
whi ch the credit is clained.

“Expansi on of foreign market opportunities” would nean that the person or entity
has exported goods or services to a foreign market with which the person or
entity “has not previously traded” or has increased the flow of goods or services
to an existing foreign market.

This bill would provide an indefinite carry forward of any excess credit.

Since the bill does not specify otherwise, this credit would not reduce regul ar
tax below tentative m ni num t ax.

Pol i cy Consi derati ons

This bill raises the follow ng policy considerations:
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The subject and Sections 1 and 2 of the bill focus on technol ogy

devel opnent, related service industries and the exporting thereof.
However, the tax credit is not limted to these fields; it would apply to
any industry or type of goods or services.

This bill would provide a credit for exports nade pursuant to a binding
contract entered into before this bill was introduced or enacted, thereby
acting to sone extent as a reward for past behavior rather than an
incentive for future behavior.

This bill would provide a credit based on an increase in revenue.
Typically, under current law credits are based on a percentage of an
anount paid or incurred. By basing the credit on revenue, an increase
could result nmerely frominflation or the U S. dollar deval uation

The credit is not limted to the exporting or flow ng of goods or
services solely fromCalifornia. For exanple, a corporation
headquartered in New York, but doing sonme business in California (a
California taxpayer) could increase exports fromits New York operations
and generate a California tax credit to offset its tax liability in
California fromincone unrelated to the increased export activity. In
addition, it is unclear whether the goods or services that are exported
must originate, be manufactured or be perforned in California, in whole
or in part. However, limting the application of the bill to address
those issues in turn raises Constitutional problens with the bill
Accordingly, a nethod of apportioning the credit m ght be considered.

By providing a $50 million cap on gross receipts, the credit appears to
be targeted for smaller businesses. |If that is the goal, the bill should
clarify that the gross receipts test would apply to the conbined unitary
group, in total, rather than each menber/subsidiary.

This bill does not specify a repeal date or limt the nunber of years for
the carryover. Credits are typically enacted with a repeal date to
ensure that the Legislature reviews its effectiveness. Also, credits are
typically used within eight years of being earned. Recent credits have
been enacted with a carryover limt so the department is not required to
retain the credit carryover on the tax forns indefinitely after its
repeal date.

| npl emrent ati on Consi der ati ons

This bill would be problematic to i npl enent because of the follow ng
consi derations. Upon request, staff will work with the author’s office to
resol ve these issues.

The terns “net increase” and “revenue,” on which the credit is based, are
not defined. No rules or guidelines are provided for determ ning
revenue. It is unclear if the net increase is in conparison to the prior
year’s revenue. Additionally, it is unclear if a new company, with no
prior sales activity, could qualify all revenue for the credit.
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The term “export” is not defined. It is unclear if a foreign custoner
who cones to California to purchase goods and then sells the goods within
California would qualify for the credit.

The phrase “has not previously traded” is not defined. It is unclear if
a foreign custonmer that reorgani zed woul d be considered “not previously
traded with.” It is unclear if a taxpayer that nerely changes

di stributors/custoners and actually decreases exports would qualify for
the credit. Additionally, without a tinme frane on which to neasure
“previously traded,” the taxpayer’'s records back to the begi nning of the
t axpayer’ s busi ness could be subject to audit.

Techni cal Consi der ati ons

According to the author’s office, “foreign” is intended to nean outside
the United States and its territories. However, unless clarified,
“foreign” could be msinterpreted to nean nerely outside California.

The credit would be limted to all taxpayers who have | ess than $50
mllion in gross receipts during the year (page 4, line 39 and page 5,
line 23). To avoid disputes between the taxpayer and the departnent, the
gross receipts test should be tied to a fixed date, such as the end of

t he taxabl e/income year

The phrase “person or entity” should be omtted in defining “qualified

t axpayer” (page 4, line 37). The use of the phrase “person or entity” in
this context is unnecessary and may cause confusion. Instead, the term
“taxpayer,” a termdefined in RTC Sections 17004 and 23037, should be
used.

Most provisions of the Revenue and Taxation Code that neasure
qgual i fication based upon "gross recei pts" reduce that amount by "returns
and al |l owances." The author may wish to use the sanme formulation to
avoi d confusion with other such provisions.

FI SCAL | MPACT

Depart nental Costs

Departnental costs cannot be determined until the inplenentation
consi derati ons have been resol ved.

Tax Revenue Esti mate

Based on Iimted data and assunptions di scussed bel ow, order of nagnitude
revenue | osses under the Personal Inconme Tax Law and the Bank and
Corporation Tax Law are projected as foll ows:

Begi nning on or after January 1, 1999
Enact ment after June 30, 1999
(tn mllions)

1999-0 2000-1 2001-2
$270 $340 $360
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Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis nmeasure.

In deriving order of nmagnitude revenue inpacts for this bill, the follow ng
assunptions were nmade: (1) for a conbined unitary group, the gross incone
test would apply to the group in total rather than the nmenber/subsidiary in
isolation of the group; (2) "foreign" nmeans countries outside the U S.; and
(3) since “net increase in revenue” is undefined, it would be equivalent to
one-third of exports of qualifying businesses.

The above estinmates were based on State of Manufacture and Oigin Data from
the U S. Census Bureau, Foreign Trade Division as reported by Massachusetts
Institute for Social and Econom c Research. These data indicate that for
1998 the val ue of exports by California businesses was $105 billion. Based
on data from Departnment of Conmerce, it is estimated that the firns wt
gross receipts of less than $50 mllion account for approxi mately 30% of
exports. Consequently, it is projected that approximately $30 billion in
annual exports would come fromqualified taxpayers, of which perhaps one-
third ($10 billion) could be qualified under the broad definition of the
bill (net increase in revenue for new or expanded markets) for the 5%credit
($10 billion in exports potentially qualifying x 5%credit x 50%  reduction
due to insufficient tax liabilities x 1.07 growh = $264 mllion for 1999).
Significant increases in revenue |osses will occur in subsequent years due
to unused carryover credits and grow ng world demand for U S. goods and
servi ces, including new technol ogi es.
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